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Abstract
ThispaperusesarevisedTaylorruletoanalyzetherecentmonetarypolicyof
theBankofKorea.Theexchangerateisincludedintherule.Twoimportantcon-
ceptsarisefromthisanalysis:(a)theTaylor-ruleisapplicabletotheSouth
Koreaneconomy,and(b)includingtheexchangerateisappropriatewhenex-
plainingandanalyzingtheSouthKoreaneconomy.Anotherimportantnotionis
thattheBankofKoreashouldhaveimplementedmoredrasticmeasuresduring
therecessionandover-heatperiods.Recently,theSouthKoreaneconomyhasbeen
enjoyingsignificanteconomicgrowth;however,theresultofthispaperindicates
thatatightermonetarypolicyshouldbeimplemented.
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1.Introduction
Countriesgenerallyconductmonetarypoliciesaccordingtotheirown
'rules'.Recently,mostcountrieshavechangedtheirmonetarypolicies
frommonetarytargetingtointerestratetargeting.SouthKoreahaci
beenconductingmonetarytargetingandchangedtheinstrumentaltar-
getoftheirmonetarypolicyfrommoneysupplytointerestratein1998.
Manyfactorswereinvolvedinintroducingthispolicy,mostnotablythe
199icurrencycrisisandtheunstablemoneysupply.
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rThefinancialcrisisthateruptedinAsiainmid-19971edtosharpde-
clinesinthecurrencies,stocks,andotherassetpricesofmanyAsian
countries.Inrecentyears,theeconomyofSouthKoreachangedfrom
beingcentrallyplannedandgovernment-directedtomoremarket-
oriented.SouthKoreabouncedbackfromthe1997-98crisiswith
InternationalMonetaryFund(IMF)assistanceandcarriedoutextensive
financialreformsthatrestoredeconomicstability.
In1998,SouthKoreaintroducedfull-fledgedinflationtargeting'.With
thischange,themonetarypolicyrulehasbeendiscussednotonlyin
SouthKoreabutalsoallovertheworld.Taylor(993),Ball(1998),and
McCallum(1988)aregoodexamples.Amongthem,theTaylorrulehas
beendiscussedandcitedrepeatedly.Thisshortpaperusesarevised
TaylorruleandanalyzestherecentmonetarypolicyinSouthKorea.
Thispaperisstructuredasfollows.Section2reviewstheTaylorrule
andproposesarevisedversion.Section3providesempiricalanalysisfor
therecentSouthKoreaneconomyusingthemethodmentionedinsection
2.Section4analyzestherecentmonetarypolicyinSouthKoreabasedon
section3.Finally,thepaperendswithabriefsummaryandproposes
someimportantpoints.
圏
2.TheTaylorRuleandItsRevisedVersion
TheTaylorruleisaformuladevelopedbyJohnTaylor(1993).Itwas
designedtoprovide"recommendations"forhowacentralbankshouldset
short-terminterestratesaseconomicconditionschangetoachieveboth
itsgoalforinflationandforstabilizingtheeconomy.Moreconcretely,
therulestatesthattherealshort-terminterestrateshouldbedeter-
minedbasedontwofactors:(1)whereactualinflationisrelativetothe
targetedlevelthatthecentralbankwishestoachieve,and(2)howfar
economicactivityisaboveorbelowits"fullemployment"level.Therule
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isnowwidelyusedinmonetarypolicyruleestimations.
Taylorruleisformalizedasfollows:
i;π+αy+β(π 一πt)+r" (1)
iisantheinterestrate.yistheGDPgap.πistheinflationrate.πtis
thetargetinflationrate.r"istheequilibriumrealinterestrate.This
paperrevisesequation(1)asshownin(2)forempiricalanalysis.
i=(rρ一β1)+(1+β)π+αy (2)
Threeterms,(rP一β πt),β,andαareestimated.Ifβ 〉-1,thecentral
bankmanipulatestheinterestratebasedontheinflationrate'smove-
ment.Similarly,ifa>0,thecentralbankmanipulatestheinterestrate
basedontheGDPgap'smovementbycountercyclical.
TheSouthKoreaneconomyhasexperiencedbothlargefluctuationsin
someeconomicvariablesandsharpstructuralchanges.Duetothe
changes,themonetaryrulebecamecomplicated,andasimplepolicyde-
scribedbyothercountriescannotfullycaptureallaspectsofthecentral
bankbehavior.Estimatingdifferenttypesofmonetarypolicyrulesisim-
portantforanalyzingtheSouthKoreaneconomy.Someexcellentmanu-
scriptsstressthatmonetarypolicy-makersinsomeeconomiesaremore
concernedaboutexchangeratemovementsthanthoseinmatureecono-
mies(Williamson,2000),amongotherreasons,duetothedegreeofex-
changeratepass-throughtoprices.Thispaperincorporatestheexchange
rateasthecentralbank'sreactionfunction'.TheSouthKoreaneconomy
isopentotheworld,soitisaffectedmorebytheexchangeratethan
thoseofothercountries.Therevisedversionincludesthevariableandthe
growthoftheexchangerate.
BelowistheestimateofthemodifiedTaylorrule.
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wherexr,isthegrowthoftheexchangerate,u,isthewhitenolsee
term,andtistime.
EmpiricalresultsofthemodifiedTaylorrule
a)Data
iisthecallrate(overnight)πisthelnflationrate(CPI).The
ofKoreachangeditstargetinginflationratefromCPItocoreCPI;h
ever,CPIisusedfordataavailabilityforanalysis.NominalSo
Koreanwon/U.S.dollarisusedforexchangerate.Thedataare'
monthlyaverages.ThesampleperiodisfromJanuary2001toJune2{
TheBankofKoreaintroducedinflationtargetinginApril2001
thedataarefromInternationalFinancialStatistics(IMF).Itcap
thoughtthatthecentralbankpreparedforsomeperiodbeforeintr
inginflationtargeting.Expandingthesampleperiodlsalsoneces・、
forempiricalanalysis.
Inflationtargetingtermisincludedintheconstantterminthe
tion.TheBankofKoreahasusedinflationtargetingsinceApril
Thetargetingrateisappliedineachperiod".GDPgapisdefinedasp
differencebetweenGDPgrowthrateandpotentialGDPgrowth
PotentialGDPiscalculatedusingHodrik-Prescottfiltermethod
Beforetheequation(3)wasregressed,unitroottestswereperforri
Unitrootscannotbefoundinallofthedata
b)ResultsfortheRevisedTaylorrule
Theestimationisconductedonlybythetermsinflationrate,GDP
andinterestrate.ThetermandtheexchangerateareomittedFQ
basicTaylorruleisestimated.Theresultisshowninequation(4)
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i、-9.8102+0.3600π ド0.7827y,+u、
(14.8691)(2.9258)(-8.8163)
adj.R":0.4585;F-statistic:40.6244
(4)
Theresultisinteresting.Allofthecoefficientsaresignificant.Itisin-
terestingtonotethatthecoefficientofGDPgapisminusagainsttheex-
pectation.Itappearsthatmaintaininginflationtargetinghasbeenthe
highestpriority.TheobjectiveoftheBankofKoreahasbeenlimitedto
inflation'.Itcanbesaidthatthecentralbankhasadopteda
countercyclicalpolicy.
Second,thetermandexchangeratesareincludedintheequationasthe
equation.Equation(3),therevisedTaylorruleisestimated.Theresultis
showninequation(5).
i、=6.9968+0.2105π,-0.2410y、+0.1510xr,+u,(5)
(10.5600)(4.8111)(-3.2514)(11.5478)
adj.R`:0.7748;F-statistic:108.8688
Itisclearthattheexchangerateissignificantandmusthaveaffected
thedecision-makingprocessregardinginterestratesinSouthKorea.The
resultisinterestingandimportant.Themovementisasexpected.
Moreover,includingthetermexchangeratemakesthevaluedadjustedR
squaredhigh.Itcanbesaidthatequation(5)explainsthemovementof
interestratemoreadequately.
4.MonetaryPolicyImplications
AfterthecurrencycrisiseruptedinThailandwithaseriesofspecula-
tiveattacksonthebaht,contagionspreadrapidlytoothereconomiesin
Asia.Afterthedevaluationofthebaht,investorsbelievedthatthere
wouldbesimilarfinancialormacroeconomicproblemsinotherareas.As
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司thecontagionspreadtoKorea,thepossibilityofadefaultbythatcoun-
tryraisedapotentialthreattotheinternationalmonetarysystem.
SouthKoreaimplementeddrasticeconomicreformswiththeaidof
IMFafterthecurrencycrisis.TheseeconomicreformshelpedSouth
KoreamaintainoneofAsia'sfewexpandingeconomies,withdrama
growthratesofabout1096in1999andin2000.Theslowingglobalec
omyandfallingexportsaccountforthedropingrowthratesin2001
3.3%,butin2002SouthKoreapulledouta6.0%growthrate.Sinceth
theeconomyhasbeenstable.
Usingtheresultsofequations(4)and(5),Icomparethecalculated
terestratefromtheoriginalandrevisedtheTaylorruleandtheinter
rateinreality.TheresultsareshowninFiguresland2.Figure1(or
nalTaylorrule)showsthecaseforequation(4)andFigure2(revi
one)isforequation(5).INTERESTisarealvalueinbothfigur
INTEREST*arecalculatedby(4)and(5).
Bothresultsareinstructive.TheSouthKoreaneconomyhadrecove
fromtheAsiancurrencycrisisof1997.SouthKorearecoveredrapi
andexperiencedlargegrowthsincethenuntil2002.Around2002,the
sultsindicatethattheBankofKoreashouldhaveimplementedatigh
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monetarypolicy.Afterthat,SouthKoreaexperiencedrecessionin2003.
Figure2showsthattheBankofKoreashouldhaveloosenedthemone-
tarypolicy.Recently,theSouthKoreaneconomyhasbeenenjoyingrela-
tivelyhigheconomicgrowth.However,bothresultsshowthatatighter
monetarypolicywouldbepreferable.
ThecalculationsalsoshowthattheBankofKoreahasconductedade-
quatemonetarypolicyfromtheviewoftheseTaylorrules.Thedeparture
ofthe"ideal"interestratefromtheinterestrateinrealityisnotlargein
equation(5).BankofKoreahasbeensuccessfullycontrollingtheinfla-
tionrate.
5.Conclusion
ThispaperanalyzedtherecentmonetarypolicyoftheBankofKorea,
usingtherevisedTaylorrule.Thisanalysisprovidestwoimportant
points.,
OneisthattheTaylorruleisapplicabletotheSouthKoreanEconomy.
Theanalysisalsoshowsthatitwouldbebettertoincludetheexchange
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1rate.Theresultstellusthatitisnecessarytoconsidertheexchangerate
whenanalyzingtheKoreaneconomy.Anotherimportantfindingisthat
theBankofKoreashouldhavetakenmoredrasticmeasures.Around
2002,theresultshowsthattheBankofKoreashouldhaveconducted
tightermonetarypolicy.Later,SouthKoreaexperiencedarecessionin
2003.Theresultshowsthatitshouldhaveloosenedthemonetarypolicy
then.Recently,theSouthKoreaneconomyenjoyedastrongeconomic
growth.However,theresultsindicatethatatightermonetarypolicyis
preferable.
Finally,thisanalysisislimitedbysomeproblems.Manycriticisms
havebeenleveledattheTaylorrule.Despiteusingarevisedversion,most
ofthecriticismsstillapply.Inparticular,thispaperusedbackward-
lookingvariables.Therearesomemeritstothis,butthereliessomeseri-
ousproblemsatthesametime.Othermonetarypolicyruleshavebeen
presentedrecently.SomerecentstudiesshowthattheTaylorrulepos-
sessesdesirablepropertiesintermsofgeneratingdeterminacyandE-
stabilityofrationalexpectationsequilibriumunderstickyprices.These
'rules'maybeapplicableandmayshowbetterresults.
Notes
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possibilitythatusingforward-lookingvariableswouldbemoreappropri-
ate.However-,therearealsoproblemsinusingthesevariables.
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